With the proliferation of banking sector problems around the world, in the last few years the empirical literature on systemic banking crises has grown significantly. This literature has frequently focused attention on the factors connected with the onset of conventional banking distress, in order to identify the determinants of the crises or to look for "early warning indicators" of difficulty. In fact a number of studies have relied on factors determining bank failures related to conventional rather than Islamic information. A lack of study and comprehension therefore has been a major challenge. Regrettably Islamic banking still remains enigmatic. The central aim of this paper is to elucidate the sense of Islamic banking distress and expose collapse. This study contributes to this ongoing debate over the Banking Distress of Islamic bank with the following distinct features. First, we pay attention to size and the factors determining bank failures for the unconventional. Second, we try to identify some cases of banks facing these problems. As mentioned below banks face difficulties in the present-day environment, and Islamic banks are no exception. Given all these constraints, it would be necessary to adopt measures to ovoid collapse which will be treated in the last part.
Introduction
It seems that every ten to twelve years an international financial crisis erupts. The East Asia crisis erupted in 1997 hitting Thailand and spreading to many countries of the region and beyond. Following each crisis ten years are spent to assess and analyze what happened and live the consequences of the measures taken to contain the crisis. Reforms are pursued with the aim to avoid a repeat episode of distress. In the meantime, the next crisis is already in the making and soon it erupts where radar screens had not anticipated it. Unlike previous crises, the 2007-08 crisis erupted in the world's financial center and rapidly spread to its periphery with devastating effects. Thus the cycle of boom and bust resumes merrily, while humanity suffers great financial losses, grief and sufferings. But efforts to stabilize the system, or at least to limit the most damaging effects of its volatility cannot be abandoned, if not for the sake of maintaining growth, at least for limiting the human dramas that are the natural corollary of financial crises. The risk of a systemic crisis affecting Islamic Financial Services (IFS) and the way to cope with it if it occurs gains relevance in the wake of the 2008 worldwide financial tsunami that spread from the United States to the rest of the world. (Note 1) The international financial crisis naturally prompts the question of whether IFS are robust and resilient or may be swept into crisis by a global wave and if so through what channels. A corollary is whether relevant public authorities and market participants have tools at their disposal to deal with a systemic crisis affecting IFS. Conventional banking units in the Middle East are estimated to be exposed to sub-prime related assets in the order of as much as US$1bn. Four regional banks have suffered from the fallout. Bahrain based Bank of Bahrain & Kuwait has announced write-downs of US$62m. Abu Dhabi Commercial Bank has made provisions of US$152m of bad debt, while the Arab Banking Corporation (ABC) reported that it had taken a hit of US$230m. In the largest write-down in the region, Gulf International Bank (GIB) declared US$757.3m net loss in 2007. (Note 2) Gulf Bank's problems do not directly threaten to undermine the banking system in Kuwait. The losses, estimated at up to 200 million Kuwaiti dinars led to a run on the bank as customers scrambled to withdraw their cash. However, this amount is small compared to the bank's equity. The bank lost money when clients used currency derivatives to bet against the dollar's value, but suffered huge losses when the dollar strengthened. In contrast to their conventional counterparts, Islamic banks have been shielded from the direct impact of the US mortgage crisis mainly because sub-prime-linked debt spread through securities that would not comply with Sharia law. (Note 3) However the ensuing economic downturn, in particular its effects on the real estate sector are bound to impact their performance. This paper considers channels through which the world financial crisis would affect IFS, their features that may help contain it and those that may foster post crisis recovery. The paper identifies channels of potential spill-over effects from conventional to Islamic finance and across Islamic banks. The focus is on systemic crisis and not on idiosyncratic distress in a single institution offering Islamic financial services (IIFS) without risk of contamination of other financial services.
The first section highlights the size of Islamic finance and its core features relevant for assessing its ability to absorb shocks. It also deals with the potential for contagion that may make a specific shock develop into a systemic crisis. A second section reviews the systemic crisis experienced by Turkey's special finance houses (SFH) at the beginning of the 2000s decade. It provides insights from an episode of distress and contagion affecting Islamic finance. The third section contrasts instruments available to policy makers and market participants to contain a liquidity crisis and deal with distressed institutions in the case of conventional and Islamic finance. The conclusion summarizes the vulnerability of Islamic finance to a systemic crisis and provides recommendation for an increased robustness and resilience of IFS.
Islamic Finance: Size, Features and Contagion Risks
Islamic finance has a significant presence in the financial landscape of a number of countries. Iran, Bahrain, Malaysia, and Sudan have been at the forefront of its development. The following highlights its geographical presence and size. It then overviews IFS main features and points out risks that may lead to contagion across the sector.
International Presence of Islamic Finance
While Islamic finance dates back to the early days of Islam, it has experienced a new life, since the early nineteen seventies and a tremendous explosion since the beginning of this new millennium. That explosion is manifest in the spectacular growth of the number and size of institutions offering Islamic financial services (IIFS), their geographical spread across numerous countries, the diversity of their activities, and the growing body and quality of regulations attending to the sector. The following presents estimates of the worldwide presence of Islamic finance, and then summarizes its essential features.
A significant presence in the financial landscape, Islamic finance should be considered on the basis of facts and analysis and not ideology. IFS pledge to respect a code of behavior based on values. The code's principles are enshrined in the contracts and product offerings. It happens to use the word "Islamic" as an umbrella qualification of its observance of the code. Possibly for that reason, in the current international context, it gathers champions and advocates, attracts many who see in it merely a business opportunity; it raises open as well as silent, sometimes vehement opposition; it often leaves many puzzled on its nature and value added. This leads to unnecessary mystification and often poorly based judgments on a financial markets' reality, the opportunities it offers and risks associated with its practice. (Note 4) A definite view on the size of Islamic finance is still difficult to reach. IIFS vary in their financial reporting, limiting the scope for aggregation. Efforts are being made by CIBAFI, the IsDB, AAOIFI, the IFSB and others to organize the systematic recording and collection of data on Islamic finance. However these efforts have not yet led to the development of a reliable set of information produced periodically to provide a comprehensive overview of the industry and track its development. (Note 5) Notwithstanding the information collection challenge, modern Islamic finance has expanded since the middle of the 1970s at a rapid pace. Based on CIBAFI's Islamic finance directory and other sources, a joint effort of the IsDB, IRTI and IFSB offers the most comprehensive estimates of worldwide Islamic financial assets for 2005. This work puts the size of Islamic financial assets at more than $500 billion in 2005. (Note 6) In addition more than $300 billion of stocks of Sharia observant companies may have been traded on world bourses that same year. Observed growth in the sukuks market, investment and commercial banking activity have definitely expanded the assets managed by Islamic financial services. Though caution with the numbers is due, it is a best effort estimate and gives a reference point to the worldwide size of the industry. Assets under management are reported to have grown at annual rates ranging between 10% and 15% over the last decade. (Note 7) Many international banks provide Islamic finance services that are Sharia-compliant; they include Citibank, Hong Kong Shanghai Banking Corporation While the sector is rapidly growing with an increased number of participants, the share of Islamic banks in banking assets has expanded less in most jurisdictions. Islamic banking assets are almost a quarter and more than half of the banking assets in Kuwait and Yemen respectively. With three fully fledged Islamic banks, Islamic windows and the ongoing conversions, Saudi Arabia is likely to have a significant and growing share of its market with IIFS. The share is increasing in other markets but shows stability in Bahrain, an early starter. In Jordan, the Jordan Islamic Bank's share of the market would exceed 6.3%. There are reports that Islamic finance may have a 5% market share in Egypt. (Note 11) In Malaysia it is steadily expanding. It is also taking an increasing share of financial markets in Brunei, Indonesia and Pakistan.
Overview of Islamic Finance Features
At the core, IFS endeavor to have fair contracts, mitigate the risks of speculation and avoid hubris of human behavior. They are ethical finance with a defined source of ethics. While the devil is in the details and there are obviously differences across scholars, Islamic financial services may be seen as grounded in five basic principles: a) prohibition of riba; (Note 12) b) risk-sharing-the terms of financial transactions need to reflect a symmetrical risk/return distribution each party to the transaction may face; c) materiality-a financial transaction needs to have a "material finality", that is, it is directly or indirectly linked to a real economic transaction; (Note 13) d) no exploitation-a financial transaction should not lead to the exploitation of any party to the transaction; (Note 14) and e) no financing of activities deemed to be harmful to society, such as the production of alcoholic beverages. Financial intermediation consistent with these five principles would be consistent with the pledged code of conduct. Islamic finance has developed on the basis of the foregoing principles. They have led Islamic banks to adopt the type of balance sheet stylized in (Box 1). The risk sharing is essentially enshrined in the use of the mudaraba contract. It is a contract between an owner of financial resources and someone who takes charge of managing them on behalf of the owner for a fee and a share of profit. This type of contract is extensively used in deposit taking where the bank is the manager of the resources and the depositor, the owner. It is also used in extending financing by the bank to an economic agent or entrepreneur with the bank taking this time the role of owner and the entrepreneur that of resource manager.
Under the profit-and-loss sharing (PLS) paradigm, asset-liability management (ALM) may be considered to be built in by construction. Assets and liabilities positions of Islamic banks are incorporated in the sense that borrowers share profits and losses with the banks, which in turn share profits and losses with the depositors. Adherents to Islamic banking, thus, argue that Islamic banking is better suited than conventional one theoretically to absorb external shocks because banks' financing losses are partially absorbed by depositors Mirakhor, 1989), Iqbal 1997) . Also, the risk sharing feature of the PLS paradigm, in theory, allows Islamic banks to finance long-term projects with higher risk-return profiles and, thus, to promote economic growth (Chapra, 1992) , (Mills and Presley, 1999) . Moreover, the PLS paradigm, guarantees a greater market discipline. Finally, the PLS concept leads to a more efficient allocation of capital because its profitability depends on the productivity and viability of the project (Khan, 1986) .
Mudaraba based investment account deposits may enable an IIFS to increase the rate of return on equity without incurring extra risk, under certain assumptions. (Note 15) A larger investment account deposit base enables an IIFS to increase market value while maintaining unchanged its weighted average cost of funding. Indeed, it does not entail a larger financial risk nor does it increase the probability of bankruptcy due to their underlying risk-sharing nature. Accordingly, shareholders would not be seeking higher rates of return, thus increasing the IIFS' cost of capital. Moreover, a larger investment account deposit base should not entail a higher capital requirement and accordingly raise the weighted cost of funds of the Islamic bank. Extending financing with a mudaraba compounds a bank's "credit risk". For understandable risk management reasons, mudaraba is not an IIFS' preferred contract for funding risk bearing assets. Under that type of contract the bank, "owner" of the funds does not intervene in the management of the funded project. The bank has no legal means to control the agent-entrepreneur who manages the business. The latter has complete freedom to run the project according to his best judgment. The agent-entrepreneur commits to share profits according to the PLS share prescribed in the contract. A default on the part of the agent-entrepreneur is recognized when the contract expires, barring proven negligence or mismanagement. In fact, a "default" of PLS contracts means that the investment project failed to deliver what was expected, entailing lower or no profit, or a loss. In a mudaraba contract, the bank is entitled to receive from the entrepreneur the principal of the sum it "invested" at the end of the period stipulated in the contract, if and only if, profits have accrued. If, on the contrary, the enterprise's books showed a loss, the bank would not be able to recover its investment.
Musharaka contracts provide a better opportunity than mudaraba to monitor and control projects funded by the Islamic bank. Indeed, in a musharaka, the bank becomes an active shareholder of the project and all partners may concur to the management of the enterprise and hold direct voting rights. However, musharaka contracts are not extensively used by Islamic banks because of their generally longer maturity and the weak institutional infrastructure that limits conventional equity financing development in many jurisdictions where Islamic finance is present.
The materiality principle leads to the financing by the bank of a real economic transaction for the account of the economic agent needing the financing. Materiality is intrinsic to the ijara or leasing contracts as well as to the murabaha. The latter is essentially trade finance where the financier purchases the needed commodity for the account of the financed that takes spot delivery, and pays back with a mark up the financier at a later date. The prohibition of riba excludes the payment of interest to the amana depositor, basically a demand depositor who needs the guarantee of his principal and foregoes remuneration for that. The mudaraba depositor on the contrary, faces the opportunity of a return but also the risk of a loss. (Note 16) Amana deposits' face value is guaranteed. They are redeemable on demand. An Islamic bank needs to anticipate withdrawals and manage the associated liquidity risk. The challenge is the ability of the bank to place surplus liquidity and to access market liquidity when needed. The challenge is compounded with a credit risk to the extent the Islamic bank pools demand and investment deposits to fund risk-bearing assets. In case the regulator does not mandate specific reserve requirements specific to demand and possibly investment deposits, variations in the portfolio of assets will affect net worth and bear on solvency. The no exploitation includes also the idea of no excessive risk taking, or risk taking in the nature of gambling. It also covers issues of asymmetric information as benefiting from non shared information entails an unfair contract and consequently exploitation. The prohibition of financing of harmful activities is self explanatory. In principle, the combination of risk-sharing and prohibition of riba, entails profit and loss sharing arrangements and a balance sheet structure as in (Box 1). It should limit the impact of external shocks on Islamic banks. Indeed, IIFS' balance sheet incorporates an intrinsic hedge in principle as a loss of asset value would translate in change of value of the pool of resources that funded it, generally mostly investment accounts and not equity. Islamic banks pool depositors' funds in providing them with professional investment management with associated returns and risks. Neither the face value of investment deposits nor their return is guaranteed. Investment depositors share in the bank's net profit (or loss) according to the PLS ratio stipulated in their contracts. From the perspective of investment account holders, Islamic banks behave like mutual funds with a variable net asset value. In addition, investment deposits can be withdrawn only on maturity.
A stylized balance sheet (table 2) features the dominance of investments accounts (UIA) on the "liability" side and dominance of non-PLS investments on the asset side such as liquid assets, and ijara, or murabaha. (Note 17) Islamic banks do not use much mudaraba and musharaka contracts on the assets' side, but rather non-PLS investments. Murabaha appears to be a dominant mode of extending financing across IIFS. It appears also to be gaining in importance. The average share of Islamic financing and investing assets (Murabaha, Ijara, Istisna) in the total balance sheet of selected banks ranged between 44 % and 52 %, between 2006 and 2008. Mudaraba and musharaka contracts ranged between 4 % and 11% during the same period. A stylized balance sheet features also the dominance of investments accounts (UIA) on the "liability" side. The share of unrestricted investment accounts in the total balance sheet of selected banks averaged about 50% over 2006 to 2008, within the 44 % to 71 % range. Current and other accounts' share ranged between 16 and 18 % of the total balance sheet. The foregoing stylized balance sheet structure is not neutral for IIFS' stability and performance. (Muljawan, Dar, and Hall, 2004) argue that IIFS' fiduciary role can be enhanced by requiring them to adopt prudential rules regarding their asset-liability structure, including the maintenance of an adequate financial cushion. (Note 18) They point out that the excessive use of PLS contracts on the assets side can jeopardize the sustainability of banking operations without a sufficient equity-based capital. Examining the impact of IIFS deposit mobilization on their performance, (Shubber and Alzafiri, 2008 ) explore four assumptions namely: a) independence of the WACC from the level of deposits; b) a larger size of deposits does not entail higher financial risk; c) a larger deposit size entails higher earnings per share, and c) a large deposit size increases a bank's market value. The authors use 1993 to 1996-1998 data, for four institutions, and consider correlations between the costs of equity, deposits and the WACC. (Note 19) The data appears to support the four assumptions. The correlation coefficient between market capitalization and size of deposits ranged between .72 for DIB and .88 for QIB with an average of .83. Accordingly, the authors conclude that a larger deposit base increases market value without affecting financial stability. (Beng Soon Chong and Ming-Hua Liu, 2009) show in a study on Malaysia that only a negligible portion of Islamic bank financing is strictly PLS based and that Islamic deposits are not interest-free, but are closely pegged to conventional deposits.
Financial Risks and Contagion
In most jurisdictions, Islamic and conventional banks operate side by side. Both types of institutions mobilize financial resources and intermediate them to fund economic activities. It can be expected that both types of institutions are susceptible to shocks. For example one can imagine a failure of a conventional bank that induces a crisis of confidence that spreads to other banks conventional or Islamic or to the entire financial system. One can also imagine a macroeconomic failure in the form of unsustainable fiscal or current account deficits that hits the whole economy and shocks both Islamic and conventional banks. The combination of macroeconomic imbalances and idiosyncratic stress affected Ihlas Finans House in Turkey and spread to the country's IIFS in the early 2000s. (Note 20)
However, it is legitimate to ask whether the effects of shocks hitting conventional or Islamic banks would spill over to the other group or remain circumscribed. A related question is the degree of vulnerability and resilience of the two groups of banks. These two questions stem from the premise that Islamic and conventional banks have different features even if they are essentially engaged in the same type of business. The following reviews various types of risks financial institutions face and whether IIFS' features mitigate those risks or compound them. The section then overviews spill over risks across conventional and Islamic financial institutions. The basic outcome is that spillover risks are essentially idiosyncratic to each category of banks. Hover, spillovers can occur across these two groups of banks through effects on the broader economy. If a particular shock distresses profoundly one category of banks affecting their markets to the point of depressing the whole economy, then the other category of banks would be affected. Given the relative size of the two types of banking groups, one would expect that spillovers may be more pronounced from the conventional to the Islamic banks. However the latter's modes of operation when risk sharing and materiality of transactions are prevalent can be expected to mitigate the impact.
Conventional and Islamic financial institutions do face credit, market and operational risks. Each type can be at the origin of a shock that may remain circumscribed to one institution, spill over within one group or across them.
Credit risk is the risk of loss due to a debtor's non-payment of a loan or other line of credit. (Fatemi and Fooladi, 2006) argue that it arises principally from uncertainty in a given counterparty's ability to meet its obligations. Increasing variety in the types of counterparties (from individuals to sovereign governments) and forms of obligations (from auto loans to complex derivatives transactions) means that credit risk management is at the forefront of risk management challenges facing financial services firms. Important factors determining credit risk assessments include: i) rating of the counter-parties; ii) nature of the legal and judicial system; iii) quality of collateral; iv) maturity of credit facility; v) size of banking and trading books; vi) use of credit derivatives, and vii) internal control systems. IIFS and conventional financial institutions address the foregoing factors in conducting business, extending financing and assessing their own vulnerability to adverse events. (Chapra and Khan, 2000) argue that IIFS face other risks arising from their inability to reschedule debts on the basis of a higher mark-up rate, or differences of opinion among fiqh schools, or also the dearth of Sharia compliant hedging instruments notably credit derivatives. Sharia forbids debt rescheduling with increased mark-up rates. This prohibition may represent an incentive to debtors to be lax in meeting debt service obligations, increasing financial institutions credit risk. However, the asset-based nature of Islamic finance transactions mitigates the risks by providing banks an ownership title to marketable collateral. (Note 21) Differences of opinion among Sharia scholars create another risk specific to IIFS. Some scholars consider the murabaha contract binding only for the seller, but not for the buyer. (Note 22) Others consider it binding on both parties, and most Islamic banks function on this basis. But the OIC Fiqh Academy believes that the party which defaults has the overall responsibility for the compensation of any losses to the wronged party. In another example of differences of opinions, some scholars have challenged the compliance of ijara ending in ownership, a type of transaction implemented by most Islamic institutions. This difference of opinion raises the degree of risk in the ijara contract. Finally, non-Sharia compliance of most hedging instruments and notably credit derivatives limits IIFS access to effective methods of credit risk mitigation.
In addition to the foregoing, Islamic financial instruments incorporate specific credit risk features. The salam contract may face a counter-party risk associated with a failure to supply on time, or at all, and failing to supply the agreed upon quality or quantity. When an Islamic bank participates in an istisna contract, it functions as supplier, manufacturer, constructor, and builder. As none of these roles are the bank's normal business, subcontractors must be used. Thus the bank is exposed to two-way counter-party risk. The risk of default of the customer is one of these, but there is also the risk of the sub-contractors failing to carry out their duties effectively and on time.
IIFS face indirectly market risk, through notably the mark-up price of deferred sale and lease-based transactions. Market risk may result in losses in on and off-balance sheet positions arising from movements in market prices. These would include volatility of market rates or prices such as profit rates, foreign exchange rates and equity prices. A typical loss would be a decrease in the value of an investment due to changes in market factors. (Note 23) The fact that IIFS operate under the principles of risk sharing and free-interest and compliance with Sharia principles does not remove market risk. Islamic banks often benchmark the pricing of their instruments to LIBOR. Thus, a change in LIBOR affects an IIFS income statement in the same way it does with a conventional bank depending on the share of the balance sheet linked to the benchmark. An increase in the LIBOR LIBORleads to an increase in the mark-up charged on new transactions and expected returns by investment account holders, compared to the earnings from the banks' long-term investments. Furthermore, IIFS' balance sheets are exposed indirectly to variations of rates of return linked to LIBOR. The value of assets such as a deferred sale and lease transaction will vary with the wedge between the price at which they were issued and market changes in the benchmark. (Note 24) Basel II and national regulators have shown increasing concern with operational risks. The Basel Committee defines operational risk as "the risk of loss resulting from the inadequate or failed internal processes, people and systems or from external events. This definition includes legal risk". In addition, ''legal risk includes, but is not limited to, exposure to fines, penalties, or punitive damages resulting from supervisory actions, as well as private settlements''. (Note 25) Operational risk in IIFS would include Sharia non-compliance. (Note 26) One particular feature is that an IIFS may conduct business that is later considered as non Sharia-compliant. In this case the IIFS will have to forego the income earned. In addition, if this becomes a frequent occurrence, the IIFS would incur a reputational damage that would undermine its franchise as a Sharia compliant financial institution. Moreover the PLS modes of operation may be intrinsically more complex to run compounding operational risk. (Note 27)
Islamic Finance Distress Episodes and the Case of Turkey's Special Finance Houses
The probability of failure is related to the ability of a bank's capital to absorb losses. Regulations on portfolio composition are more effective in reducing failure risks, when they take into account their effect on overall return and its variance as well as covariance of expected returns from various assets. This section reviews cases of distress in Islamic banks then turns to the distress episode experienced by Turkey's SFH in the early 2000s. Dubai Islamic Bank experienced a fraud believed to be worth almost US$300 million leading to its partial ownership by the state in 1998. The fraud caused a run on deposits, endangering the bank's stability forcing the government to underwrite the losses and take a 30% stake in the bank. A number of high-profile persons were detained in Dubai as part of a fraud investigation, though the precise circumstances were not disclosed.
Cases of Distress with Islamic Banks
Bank Islam Malaysia, a Sharia-compliant financial institution had incurred losses of RM457 million (US$120.2 million at that time) in the year ending June 30, 2005, associated to a RM774 million provision against bad loans and investments. (Note 30) Most of these had been incurred by the bank's Labuan branch, which had only been converted from a subsidiary to a branch the previous December. The bank had a gross non-performing loan portfolio of around RM2. 
The Case of Turkey's Special Finance Houses
Turkey's banking and financial crisis of 2000-2001 provides a context to consider the stability of the country's Islamic banking sector in a dual system. It presents an episode where stresses on the liquidity of the largest Islamic bank in conjunction with a broader economic crisis propagated to other IIFS. The experience provides an opportunity to identify channels and factors that can contribute to the propagation of financial distress in time of crisis. (Note 33) Turkey's Special Finans Houses (SFH) offered Sharia-compliant financial services based on a decree of December 1983 on the "Establishment of Special Financial Houses". The SFH were Sharia-compliant financial institutions in which costs of borrowing and returns to financing are based on risk participation, rather than interest payments. In Turkey's dual banking system Islamic banks were competing with conventional banks that charge and offer interest. However, SFH were not covered by deposit insurance and accordingly were less susceptible to moral-hazard problems that may occur in the presence of insurance than their conventional counterparts. For the most part, they adopted conservative conduct in their approach to risk. SFH held 90% of their assets in short-term facilities (typically four to five months in duration) provided notably to small and medium-size companies. This sort of financing was extended in the form of murabaha. (Kuran, 1995) points out that the concentration of lending in this low-risk form implies that returns, if not guaranteed, are highly predictable. (Note 34) SFH also offered financial leasing and full or partial funding for long term business projects, in the form of mudaraba and musharaka participations. Following the general practice in mudaraba contracts, SFH kept 20% of the income perceived from their financing activities and distributed 80% to accountholders. While the SFH sector had been growing consistently, it constituted a tiny sliver of the banking sector, holding less than 3% of its total deposits, as of 2000.
(Note 35)
Although SFHs were initially governed by a separate regulatory framework from that applying to conventional banks, the 1999 bank law brought them under the same regulatory umbrella. They were required to meet the same minimum capitalization as conventional banks, the same required reserve ratios, and the same liquidity ratios. SFH had similar reporting requirements to the central bank as commercial banks, notably on foreign-currency positions. However, SFH were not covered by deposit insurance, with the rationale that profit-and-loss accounts involved no guarantee of return of principal to be Sharia compliant. Also unlike commercial banks, a failed SFH would not be transferred to the Saving Deposit Insurance Fund for reconciliation. The SFH could engage in all commercial banking activities, as well as leasing and commodity trading. However, in compliance with Sharia, they could not take deposits and take loans in ways that involved payment or receipt of interest. Their main source of funds was profit-and-loss participation accounts. (Note 36) Ihlas Finance House (IFH) was Turkey's largest SFH with close to 38% of the total deposits collected by the six SFH at the end of 2000. (Note 37) The decision to liquidate IFH was taken in February 2001 following a run on deposits amounting to US$ 270 million out of a total deposit base of US$1.17 billion. Liquidation procedures started on August of the same year. IFH's revealed how poor corporate governance can lead to crisis in an institution and that can become contagious and propagate to other IIFS whose challenges are compounded by the difficulty of managing liquidity in the absence of Sharia-compliant money markets. Lack of decisive early action against failing banks on the part of the regulators also contributed to compounding the problems. IFH had been a well-regarded market leader but was liquidated by the Turkish Banking Regulation and Supervision Agency (TBRSA) because it had illegally appropriated almost $1billion through connected lending to shareholders, virtually the entire value of the deposit base. When the bank was liquidated, the misappropriation of funds was so large that the bank was unable to pay back its 220,000 deposit accounts. (Note 38) Thus IFH became insolvent following irregular use of funds that have hindered its ability to cope with a run on deposits triggered by the general macro-financial crisis, and a loss of confidence and compounded by the lack of short term interbank Islamic financial facilities and instruments. (Note 39) IFH difficulties induced runs on other SFH, resulting in a sizable loss of deposits in the sector. (Note 40) Assets of all SFHs declined 63% in 2001; the assets of the five remaining houses fell by more than one-third (table 3) . Many depositors sought to withdraw their funds before maturity, and initially the SFHs accommodated such requests. But as the runs continued, some had to restrict early withdrawals. On February 21, 2001, the SFH published advertisements in newspapers announcing their intention to set up a private insurance fund to cover deposits, with government approval but not financial support. However, it is unclear that this measure had any effect in stemming the outflow of deposits.
(Starr and Yilmaz, 2007) delve into depositors' behavior during bank runs. (Note 41) They find that both informational and self fulfilling types of dynamics were at work. (Note 42) The authors interpret their findings as consistent with (Chen, 1999) 's argument that there are both first-come-first-served and informational elements involved in bank runs. They argue that, while there were valid reasons for depositors to be concerned about the safety of their funds, their sense of urgency about getting their money out of the SFH was out of proportion with the risk, and is best interpreted as prompt reaction to noisy bad news that escalated into a panic. Increased withdrawals by moderate-size accountholders tended to boost withdrawals by smaller counterparts, suggesting that the latter viewed the behavior of the former as informative with respect to the SFH's financial condition. However, the opposite appeared also true with increased withdrawals by smaller accountholders inducing withdrawals by moderate-size accountholders, and the latter spilling over to withdrawals by large accountholders, effects consistent with concerns about self-fulfilling elements of runs. This suggests a role of deposit insurance to mitigate inefficient aspects of runs. As much as overly generous deposit insurance may contribute excessive risk-taking by banks some amount of insurance may be important for ruling out risks of inefficient runs, by reducing uninformed depositors' incentives to rush to withdraw in periods of macro-financial uncertainty. (Note 43)
Conclusion
This paper is an effort for analyzing and underlining the reasons behind such financial distress and its effects on Islamic banking. Its perhaps first academic and systematic attempt to study these factors and bring lessons for all stakeholders. For this a case study of Ihlas Finance House (IFH) in Turkey is considered due to easier access to its information. Although, the conclusions drawn are quite generalizable but not all of them can be applicable to all Islamic financial institutions. Since, it's a single case study. IFS are not more prone to distress and crisis than conventional financial services. Most banking failures are precipitated by liquidity shortages though their troubles may have been building up earlier. The case of Ihlas Finans in Turkey reflects a sequence of poor management decisions, including non prudent intra group financing, and poor crisis management strategy that made the institution vulnerable to shocks. When the latter occurred with the macroeconomic crisis and the subsequent rush on deposits, IFH could not meet demands on its deposits. Its problems spilled over to other SFH and created distress in the sector. The contagion could not be contained due to the shallowness of inter-SFH money markets and the dearth of instruments to inject liquidity in the system. IFH's distress points to the need of ensuring a highly professional management with effective information system to allow both higher management and supervisors to monitor developments in an institutional risk profile. Regulatory and supervisory capability of IIFS needs strengthening. This entails the ability of regulators and supervisors to fully understand Islamic finance operations, and the allowance for a regulatory regime that is adapted to their risk profile without creating distortions. It is not sound to let IIFS operate in a regulatory twig light zone. It is not either sound for the regulator and the market to lack the necessary information to monitor each institution and the sector as a whole. The progress made to date to develop money markets accessible to IIFS is commendable, it is not sufficient, however. Licensing IIFS in dual financial systems entails a public authority responsibility linked to the authorities' accountability for the conduct of monetary policy and systemic liquidity management. Licensing an IIFS entails acknowledging the responsibility of being able to manage a system that includes IIFS. This is feasible and possible, but the issue needs to be addressed directly. In a crisis monetary policy and systemic liquidity management will be at the forefront of the stabilization efforts. 
